Summary Analysis of the SEC\u27s New Independence Rule by United States. Securities and Exchange Commission & American Institute of Certified Public Accountants (AICPA)
University of Mississippi 
eGrove 
Guides, Handbooks and Manuals American Institute of Certified Public Accountants (AICPA) Historical Collection 
2001 
Summary Analysis of the SEC's New Independence Rule 
United States. Securities and Exchange Commission 
American Institute of Certified Public Accountants (AICPA) 
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_guides 
 Part of the Accounting Commons, and the Taxation Commons 
Recommended Citation 
United States. Securities and Exchange Commission and American Institute of Certified Public 
Accountants (AICPA), "Summary Analysis of the SEC's New Independence Rule" (2001). Guides, 
Handbooks and Manuals. 1280. 
https://egrove.olemiss.edu/aicpa_guides/1280 
This Book is brought to you for free and open access by the American Institute of Certified Public Accountants 
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Guides, Handbooks and Manuals by 













Summary Analysis of the SEC's New Independence Rule 
 
As you may be aware, the Securities and Exchange Commission (SEC) has recently issued a new 
rule with respect to auditor independence. This document was prepared following a detailed 
analysis of the new SEC rule by AICPA's legal team. If you have any questions or comments as 
you review the document please contact AICPA General Counsel, Richard Miller at 212-596-
6245 or Susan Coffey, Vice President – Self Regulation and SECPS at 201-938-3177. 
The document is available to download as a Microsoft Word document. To begin downloading, 
click on the item below with the right-hand mouse button. Choose the "Save Target As" option if 
using a Microsoft browser. (If using a Netscape browser, choose "Save Link As.") Then, save the 
file to the appropriate location. Do not use the left-hand mouse button or you will not be able to 
save the file in the proper format. 
Download the Document 
 
 





















Summary of the SEC’s New Rules 




On November 21, 2000, the Securities and Exchange Commission issued its final new 
rules with respect to auditor independence.  The new rules were published in the Federal Register 
on December 5, take effect on February 5, 2001, and can be found on the SEC’s web site at  
http://www.sec.gov/rules/final/33-7919.htm.  They address a broad range of issues affecting an 
accounting firm’s interaction with its SEC audit clients, including (1) financial relationships; 
(2) employment relationships;  (3) business relationships; (4) scope of services; (5) contingent 
fees; (6) quality control standards; and, (7) proxy disclosure requirements. 
 
I. Overview and highlights of key differences from original proposals. 
 
The new rules differ in several important respects from the original proposal.  In general, 
they reflect a more moderate approach overall than the one set forth in the highly controversial 
original proposal, which we opposed.  That proposal is summarized at 
http://www.aicpa.org/belt/sec/summary.htm. 
 
In adopting the final rules, the SEC responded to a number of our concerns and 
comments from members of the profession about the unduly expansive reach of the original 
proposal by tailoring the final rules to more closely align with our common objective of 
protecting the public interest.  In general, the final rules codify existing scope of services  
restrictions rather than banning a range of non-audit services, and require aggregate disclosure 
rather than disclosure of each non-audit service at specified thresholds, placing much reliance on 
audit committees to determine whether a particular service raises independence problems. 
 
 Among the noteworthy changes from the original proposals in the final rules are the 
following: 
 
• The SEC dropped its proposed outright ban of the provision of information 
technology (“IT”) consulting services  to SEC audit clients.  Instead, the SEC 
permits IT consulting services provided that (1) specified conditions are met to 
ensure that the audit client’s management takes responsibility for and makes all 
decisions with respect to IT consulting projects and the entity’s internal control 
system, and (2) the auditor does not operate or supervise the operation of the 
audit client’s information system.  The rules also add proxy disclosure 
requirements with respect to IT services provided by the audit firm. 
 
• The final rules also discard the proposed ban on internal audit services.  They 
now allow the auditor to provide internal audit services to audit clients, subject 
generally to existing AICPA guidance, provided that these services when 
provided to clients with $200 million or more in assets do not exceed 40% of the 
total hours expended on internal audit services.  No such limit applies to smaller 
companies -- clients with less than $200 million in assets.  It is anticipated that 
the new hours limitation on internal audit services would apply to slightly more 
than 50% of public companies, almost all of which are audit clients of the five 
largest firms. 
 
• The SEC scrapped its proposed expansive definition of an “affiliate” of an 
accounting firm (to which independence restrictions also would have extended), 
by reverting to existing practice in identifying, on a “facts and circumstances” 
basis, entities whose activities by reason of their relationship with an accounting 
firm may be imputed to the firm for independence purposes.  As a result, 
cooperative networks between accounting firms and strategic alliances 
established under existing standards that effectively would have been eliminated 
under the original proposal will continue to be permitted under the new rules. 
 
• The SEC removed its proposed restriction against the provision of currently 
permitted expert services, which would have hindered accountants’ longstanding 
and widely accepted practice of providing tax representation to clients. 
 
• The SEC eliminated its proposed ban on “value-added” fees involving audit 
clients from its restrictions concerning contingent fees, and added restrictions on 
the acceptance of commissions, similar to the AICPA’s current rules. 
 
• The SEC added an explanatory discussion in its adopting release that reaffirms 
existing guidance regarding the provision of legal services overseas by foreign 
entities associated with U.S. accounting firms, which the original proposal would 
have curtailed. 
 
• The SEC scaled back its original proposal that sought to classify as a “material 
indirect investment” any investment by an entity in an audit client or any 
investment by an audit client in an entity where the accounting firm (or specified 
persons) held more than a five percent investment.  The final rule adopts the 
“significant influence” test set forth in existing AICPA guidance.  
 
• The SEC narrowed the scope of new required disclosures by public registrants 
concerning the fees charged for their auditors’ services, by grouping such 
disclosures into three broad categories (namely, audit, IT consulting services and 
all other non-audit services), rather than requiring the identification of the fees 
paid for each non-audit service rendered by the auditors at specified thresholds, 
as originally proposed. 
  
• The SEC moved its discussion of the four general principles it intends to use as 
guidance in making independence determinations to a preliminary note to the 
rules from the text of the rules, where they would have been binding.  The four 
principles included in the preliminary note are whether a particular relationship 
or non-audit service (1) creates a mutual or conflicting interest between the 
accountant and the audit client, (2) places the accountant in a position of auditing 
his or her own work, (3) results in the accountant’s acting as management or as 
an employee and (4) places the accountant in a position of being an advocate for 
the audit client. 
 
 The final rules retain provisions supported by the profession which relax restrictions with 
respect to financial and employment relationships involving audit firm personnel and their 
families, by narrowing substantially the circle of professionals subject to these restrictions by 
generally excluding practitioners having no connection with audit client engagements (unless 
they are partners located in the same office as the lead engagement partner).   
 
Overall, the new rules represent a significant improvement from the Staff’s original 
proposals due, in part, to the constructive comments the SEC received during the comment 
period.  In that connection, we thank our members for participating so effectively in the 
rulemaking process. 
 
II. Summary of the new rules. 
 
 This memorandum summarizes the key provisions of the SEC’s final rules on auditor 
independence.  Please note that it does not discuss in detail all of the many provisions of the 
lengthy and complicated new rules and is not intended to substitute for reviewing the text of the 
rules in considering how they apply to specific facts and circumstances. 
 
A. The general independence standard. 
 
 New Rule 2-01(b) of Regulation S-X, which sets forth the Commission’s general auditor 
independence standard, now includes a test based on the “appearance” of independence from the 
perspective of a “reasonable investor,” as well as independence “in fact.”  Specifically, the new 
standard provides that independence would be impaired, “[I]f the accountant is not, or a 
reasonable investor with knowledge of all relevant facts and circumstances would conclude that 
the accountant is not, capable of exercising objective and impartial judgment on all issues 
encompassed within the accountant’s engagement.”  In this connection, Rule 2-01(b) indicates 
that the Commission will consider “all relevant circumstances” in making independence 
determinations, including all relationships between the accountant and the audit client. 
 
 As stated in the preliminary note to the rule, the Commission will take into account four 
general principles when assessing independence.  These principles include whether a particular 
relationship or non-audit service (1) creates a mutual or conflicting interest between the 
accountant and the audit client, (2) places the accountant in a position of auditing his or her own 
work product, (3) results in the accountant’s acting as management or as an employee, or 
(4) places the accountant in a position of being an advocate for the audit client.  These principles 
will be used in applying the general standard, including the new appearance test. 
 
 Going forward, the open and perhaps most troubling question about the final rules for the 
profession remains how the SEC Staff will interpret and apply the above four principles under 
the SEC’s general independence standard based on both the “fact,” and “appearance” of 
independence.  These principles are so broad that they afford the Staff considerable discretion in 
their application.   
 
B. Restrictions on specific activities. 
 
 In addition to the general independence standard, newly revised Rule 2-01(c) identifies in 
certain areas specific circumstances that would result in an independence impairment.  These 
areas include (1) financial relationships, (2) employment relationships (3) business relationships, 
(4) the provision of certain non-audit services and (5) contingent fee arrangements. 
 
 The requirements concerning financial and employment relationships, for the most part, 
narrow the scope of such restrictions, by reducing  the number of individuals subject to 
restrictions imposed by the rule.  This new rule represents a welcome relaxation of investment 
and employment restrictions widely viewed as out of date and unnecessarily restrictive, given the 
growth of accounting firms and the increase in the number of dual-income families. 
 
 The restrictions on business relationships, non-audit services and contingent fee 
arrangements generally codify existing SEC and/or AICPA rules.  However, the rules impose 
additional limitations with respect to internal audit and appraisal and valuation services.1  
 
 Each of the specific restrictions set out in Rule 2.01 is summarized below:   
 
1. Financial relationships.  Rule 2.01(c)(1) substantially reduces the scope of the 
prohibition on investments and other financial relationships with audit clients by 
generally limiting the circle of persons to whom it applies to the accounting firms, 
“covered persons” and “immediate family members.” 
 
 The key term – covered persons – includes the audit engagement team, 
persons within the chain of command in relation to the audit team, partners and 
managers who provide at least 10 hours of non-audit services to the audit client 
and other partners in the office of the lead audit engagement partner.  An 
“immediate family member” means a spouse, spousal equivalent or dependent. 
 
 The prohibition applies to direct and material indirect interests held by the 
accounting firm, covered persons and their immediate families.  It extends also to 
a variety of other financial relationships with audit clients (e.g., loans, 
maintenance of banking relationships, credit card balances, brokerage , 
commodities or similar accounts, certain insurance policies, acting as voting 
trustee or executor with authority to make decisions with respect to audit client 
securities and holding a financial interest in an entity that is a part of an 
                                                          
1  In addition, as mentioned previously, the rules impose conditions on the provision of information 
technology consulting services, which generally are consistent with existing AICPA guidance and are set 
forth in detail below in note 4. 
“investment  company complex.”  A number of exceptions are provided (e.g., for 
unsolicited gifts disposed of within 30 days, or where the acquisition was the 
unavoidable consequence of participation in an employment benefit program by 
an immediate family member of a covered person who performed non-audit 
services to the audit client and is disposed of within 30 days of gaining the right to 
do so).  These provisions are highly technical and should be consulted for 
necessary details. 
 
  Investment restrictions involving intermediary relationships incorporate 
Interpretation 101-8 of the AICPA Code.  Specifically, these provisions provide 
that independence would be impaired if the accounting firm, a covered person, or 
his or her immediate family: 
 
•  makes any direct or material indirect investment in an entity where (1) an 
audit client also makes a material investment and has the ability to exercise 
significant influence over that entity, or (2) the entity makes a material 
investment in an audit client and has the ability to exercise significant 
influence over that audit client; or, 
 
• (1) makes any material investment in an entity over which an audit client can 
exercise significant influence, or (2) can exercise significant influence over an 
entity that has the ability to exercise significant influence over an audit client.2 
 
 For purposes of applying such rules, interests in intermediaries having 
investment relationships with audit clients constitute “direct” interests (1) where 
the accounting firm, covered persons or their immediate family (either 
individually or collectively) control the intermediary or supervise or participate in 
the intermediary’s investment decisions, or (2) the intermediary is not a 
diversified management investment company and the intermediary makes an 
investment in an audit client that amounts to 20% or more of the intermediary’s 
total investments. 
 
 In addition, the rules provide that investments by a “covered person” or by 
his or her immediate family of five percent or less of the outstanding shares of a 
diversified investment company that invests in an audit client would not constitute 
impermissible material indirect investments. 
 
 Aside from the above requirements with respect to financial interests, an 
independence impairment also arises from investments by any audit firm 
                                                          
2  The adopting release indicates that, for purposes of the final rules, the term “significant influence” has the 
same meaning as it is used in Accounting Principles Board Opinion No. 18 (“APB 18”) concerning the 
equity method of accounting, which, among other things, establishes a rebuttable presumption that 
“significant influence” exists as a result of an equity investment of 20 percent or above.  In addition, APB 
18 identifies other circumstances that may result in the exercise of “significant influence,” such as material 
inter-company transactions, interchange of personnel, participation in key policy decisions, or board 
representation.  This is essentially the same application as in the AICPA Code. 
professional, their immediate family, or any “close family member” of a covered 
person, where the investor controls the audit client or has filed a Schedule 13D or 
13G with the Commission indicating beneficial interest of more than five percent 
of the audit client’s equity securities.  A close family member includes immediate 
family members, plus parents, nondependent children and siblings. 
 
 Independence also is impaired if an audit client invests in the accounting 
firm, or if the audit client’s officers, or directors are record or beneficial holders 
of more than five percent of equity securities of the accounting firm.  In addition, 
independence is impaired under the rule if an audit client acts as an underwriter, 
broker-dealer, market-maker, promoter, or analyst with respect to securities issued 
by the accounting firm.  
 
2. Employment relationships.   As with the rules governing financial interests, the 
SEC’s new requirements governing employment relationships also seek to 
modernize such requirements, so they are not unduly burdensome, particularly 
with respect to dual career families.  Thus, the rule narrows the circle of 
restrictions with respect to employment relationships involving close family 
members of covered persons employed in an accounting or financial oversight 
role with the audit client. 
 
 An accounting role or financial reporting oversight role “encompasses 
positions where a person can exercise (i) more than minimal influence over the 
contents of the accounting records or anyone who prepares them, or (ii) influence 
over the contents of the financial statements or anyone who prepares them, such 
as a member of the board (or equivalent governing body or management), CEO, 
president, CFO, COO, general counsel, chief accounting officer, controller, 
director of internal audit, director of financial reporting, treasurer, vice president 
of marketing, or any equivalent position. 
 
 Aside from employment relationships involving family members, the rules 
also govern employment relationships of former accounting firm personnel at 
audit clients.  Specifically, Rule 2-01(c)(2)(iii) provides that independence is 
impaired if a former partner, principal, shareholder, or professional employee of 
an accounting firm serves in an accounting or financial reporting oversight role at 
an audit client, unless the individual does not influence the accounting firm’s 
operations or financial policies, has no capital balances in the accounting firm 
and, has no financial arrangement with the accounting firm other than one 
providing for regular payment of a fixed dollar amount (which is not dependent 
on the revenues, profits, or earnings of the firm), subject to specified conditions. 
 
 As for employment relationships of former audit client employees at 
accounting firms, under Rule 2-01(c)(2)(iv) independence is impaired if a former 
officer, director, or employee of an audit client becomes a partner, principal, 
shareholder, or professional employee of the accounting firm, unless the 
individual does not participate in, and is not in a position to influence, the audit of 
the financial statements of the audit client covering any period during which he or 
she was associated with the audit client. 
 
 As before, current partners, principals, shareholders, and professional 
employees of the accounting firm cannot concurrently serve as employees or 
officers of an audit client, or on the audit client’s board or similar management or 
governing body. 
 
3. Business relationships.  Reflecting current standards, Rule 2-01(c)(3) provides 
that independence would be impaired if, during an audit or the professional 
engagement, an accounting firm, or any covered person in the firm, has any direct 
or material indirect business relationship with an audit client, or with any person 
associated with the audit client in a decision-making capacity, such as an audit 
client’s officers, directors, or substantial stockholders.3  The provision of 
professional services to an audit client or situations in which the accounting firm 
or covered person is a consumer in the ordinary course of business fall outside the 
scope of the business relationship restrictions. 
 
4. Non-audit services.  The new rules identify nine non-audit services that, when 
provided to an audit client, either impair independence outright or cause an 
independence impairment unless specified conditions are met.  The rules 
generally comport with existing AICPA and/or SEC guidance, but also contain 
additional restrictions in certain areas, such as internal audit services and appraisal 
and valuation services.  Each of the nine non-audit services addressed in the final 
rule is summarized below. 
 
4.1. Bookkeeping and other services related to the company’s accounting 
records.  Rule 2-01(c)(4)(i) provides that independence is impaired if an 
accountant : 
 
• maintains or prepares the audit client’s accounting records, 
 
• prepares the audit client’s financial statements that are filed with the 
Commission or form the basis of financial statements filed with the 
Commission; or, 
 
• prepares the originating source data underlying the audit client’s 
financial statements. 
 
 As is the case currently, the rules provide for an exception (i) in 
emergency or unusual situations, provided the accountant does not assume 
                                                          
3  In the proposed rule, the SEC sought to replace substantial shareholders with beneficial owners of more 
than five percent of an audit client’s equity securities.  In response to objections from commenters about 
such a low threshold, the SEC reverted to existing SEC guidance, which applies to “substantial 
stockholders.” 
any managerial responsibility in this connection, and (ii) for foreign 
divisions or subsidiaries of an audit client, under several conditions 
(including that the fees for all such services collectively do not exceed the 
greater of 1% of the consolidated audit fee or $10,000). 
 
4.2. Financial information systems design and implementation (“IT services”).  
Consistent with Interpretation 101-3 of the AICPA Code, independence is 
impaired under Rule 2-01(c)(4)(ii) if an accountant directly or indirectly 
operates or supervises the operation of an audit client’s information system 
or manages its local area network, assumes management responsibilities, or 
makes management decisions on behalf of the client.   
 
   An accountant is permitted to design or implement a hardware or 
software system that aggregates source data underlying the financial 
statements or generates information significant to such financial statements, 
provided the audit client (i) acknowledges in writing to the accounting firm 
and the audit committee (or the board in the absence of an audit committee) 
the audit client’s responsibility to establish and maintain a system of 
internal controls, and (ii) satisfies certain other conditions designed to 
ensure that the client retains management responsibility for such services.4 
                                                          
4  Because of the importance of this rule to members, the text of the rule is set forth below.  Specifically, Rule 
2-01(c)(4)(ii) provides that independence is impaired if an accountant performs the following for an audit 
client: 
 (A) Directly or indirectly operating, or supervising the operation of, the audit client’s information system or 
managing the audit client’s local area network. 
 (B) Designing or implementing a hardware or software system that aggregates source data underlying the 
financial statements or generates information that is significant to the audit client’s financial statements 
taken as a whole, unless: 
 (1) The audit client’s management has acknowledged in writing to the accounting firm and the audit 
client’s audit committee, or if there is no such committee then the board of directors, the audit client’s 
responsibility to establish and maintain a system of internal accounting controls in compliance with Section 
13(b)(2) of the Securities Exchange Act of 1934 (15 U.S.C. 78m(b)(2); 
 (2) The audit client’s management designates a competent employee or employees, preferably within senior 
management, with the responsibility to make all management decisions with respect to the design and 
implementation of the hardware or software system; 
 (3) The audit client’s management makes all management decisions with respect to the design and 
implementation of the hardware or software system including, but not limited to, decisions concerning the 
systems to be evaluated and selected, the controls and system procedures to be implemented, the scope and 
timetable of system implementation, and the testing, training, and conversion plans; 
 (4) The audit client’s management evaluates the adequacy and results of the design and implementation of 
the hardware or software system; and 
 (5) The audit client’s management does not rely on the accountant’s work as the primary basis for 
determining the adequacy of its internal controls and financial reporting systems. 
 
   As a consequence, the ultimate rule represents a significant 
improvement from the SEC’s original proposal, which would have imposed 
a flat ban against the provision of IT consulting services for SEC audit 
clients. 
 
4.3. Appraisal or valuation services and fairness opinions.  The adopting 
release states that the new rule on appraisal, valuation services and 
fairness opinions extends beyond existing restrictions by providing that 
such services impair independence “[w]here it is reasonably likely that the 
results of these services, individually or in the aggregate, would be 
material to the financial statements, or where the results of these services 
will be audited by the accountant during an audit of the audit client’s 
financial statements.”  (Italics added)  In contrast, under existing 
standards, accounting firms could provide immaterial appraisal or 
valuation services even if the results of these services comprised part of 
the auditor’s review of the financial statements during the audit.5 
 
  The above restrictions do not apply where: 
 
• the accounting firm’s valuation expert reviews the work of the 
audit client or a third party specialist, and the audit client or 
specialist provides the primary support for the balances 
recorded in the client’s financial statements; 
 
• the accounting firm’s actuaries value an audit client’s pension, 
other post-employment benefit, or similar liabilities, provided 
the client determines and takes responsibility for all significant 
assumptions and data; 
 
• the valuation is for planning and implementation of a tax-
planning strategy or for tax compliance services; or, 
 
• the valuation is for non-financial purposes that do not affect the 
financial statements. 
 
4.4. Actuarial services.  Under Rule 2-01(c)(4)(iv), independence is impaired 
if an accountant performs any actuarially-oriented advisory service 
involving the determination of insurance company policy reserves and 
                                                                                                                                                                                           
 (C)  Nothing in this paragraph (c)(4)(ii) shall limit services an accountant performs in connection with the 
assessment, design, and implementation of internal accounting controls and risk management controls, 
provided the auditor does not act as an employee or perform management functions. 
5  This will still remain the case with respect to assistance concerning purchase-price allocations if the 
acquisition individually, and when aggregated with other acquisitions reflected in the financial statements, 
is immaterial to the financial statements, based on a footnote in the adopting release. 
related accounts for an audit client, unless (i) the audit client uses its own 
actuaries or third parties to provide management with the primary actuarial 
capabilities, (ii) management accepts responsibility for any significant 
actuarial methods and assumptions, and the accountant’s involvement is 
not continuous.  In response to comments, the adopting release indicated 
that the SEC determined, consistent with the AICPA’s SEC Practice 
Section requirements, to limit these restrictions to services for insurance 
companies instead of applying them as proposed, to all public companies, 
because the actuarial function is “basic to the operation and management” 
of insurance companies. 
 
4.5. Internal audit services.  Rule 2-01(c)(4)(v) limits internal audit services 
for an audit client with $200 million or more in total assets to no more 
than 40% of the total hours expended on such activities in any one fiscal 
year.  This limitation does not apply to audit clients with less than $200 
million in total assets.6 
 
                                                          
6  As in the discussion of the IT rule, the text of the rule concerning the provision of internal audit services is 
set forth below.  Specifically, Rule 2-01(c)(4)(v) provides that independence is impaired if an accountant 
performs either of the following for an audit client: 
 (A) Internal audit services in an amount greater than 40% of the total hours expended on the audit client’s 
internal audit activities in any one fiscal year, unless the audit client has less than $200 million in total 
assets.  (For purposes of this paragraph, the term internal audit services does not include operational 
internal audit services unrelated to the internal accounting controls, financial systems, or financial 
statements); or 
 (B) Any internal audit services, or any operational internal audit services unrelated to the internal 
accounting controls, financial systems, or financial statements, for an audit client, unless: 
 (1) The audit client’s management has acknowledged in writing to the accounting firm and the audit 
client’s audit committee, or if there is no such committee then the board of directors, the audit client’s 
responsibility to establish and maintain a system of internal accounting controls in compliance with Section 
13(b)(2) of the Securities Exchange Act of 1934 (15 U.S.C. 78m(b)(2); 
 (2) The audit client’s management designates a competent employee or employees, preferably within senior 
management, to be responsible for the internal audit function; 
 (3) The audit client’s management determines the scope, risk, and frequency of internal audit activities, 
including those to be performed by the accountant; 
 (4) The audit client’s management evaluates the findings and results arising from the internal audit 
activities, including those performed by the accountant; 
 (5) The audit client’s management evaluates the adequacy of the audit procedures performed and the 
findings resulting from the performance of those procedures by, among other things, obtaining reports from 
the accountant; and 
 (6) The audit client’s management does not rely on the accountant’s work as the primary basis for 
determining the adequacy of its internal controls. 
 As discussed earlier in the overview, the Staff previously had sought in its 
original proposal to impose a flat ban against the provision of any internal 
audit services to any SEC audit client.  The final rule represents a 
significant advancement for the profession from the original proposal by 
continuing to permit the provision of internal audit services to audit 
clients, and exempting audit clients with less than $200 million in total 
assets from the new rule’s limitations on the percentage of hours that 
auditors can expend on such services . 
 
 Regardless of the size of the client, the final rule provides that: 
 
 
• the audit client’s management must acknowledge in writing to the 
audit firm and the audit committee (or the board, in the absence of an 
audit committee) the audit client’s responsibility to establish and 
maintain a system of internal accounting controls,  
 
• the audit client’s management may not rely on the accountant’s work 
as the primary basis for determining the adequacy of its internal 
controls; and, 
 
• the audit client must comply with certain other conditions designed to 
ensure that the client retains management responsibility for such 
services (similar to Interpretation 101-13 of the AICPA Code). 
 
4.6. Management functions.  As under the current rules, independence is 
impaired under the new rules if an accountant assumes a management 
function for an audit client, including acting, temporarily or permanently, 
as a director, officer, or employee of an audit client, or performing any 
decision-making, supervisory, or ongoing monitoring function for the 
audit client. 
  
4.7. Human resources.  The SEC’s final new rule concerning the provision of 
human resources services closely follows the AICPA’s SEC Practice 
Section requirements.  In doing so, the SEC eliminated other restrictions 
in the proposed rule that would have applied to advising audit clients with 
respect to its management or organizational structure, and designing 
compensation packages for officers, directors, or managers of the audit 
client.7 
 
4.8. Broker-dealer services.  Rule 2-01(c)(4)(viii) continues existing AICPA 
and SEC restrictions on the accountant acting as a broker-dealer, 
                                                          
7  Independence is impaired, however, if an accountant acts as a negotiator on the audit client’s behalf in 
determining compensation benefits or other conditions of employment. This is consistent with the AICPA 
Code.  
promoter, or underwriter, on behalf of an audit client; making investment 
decisions on behalf of an audit client or otherwise having discretionary 
authority over an audit client’s investments; executing a transaction to buy 
or sell an audit client’s investment; or, having custody of audit client 
assets, such as taking temporary possession of the audit client’s securities. 
 
 In doing so, the SEC dropped its proposed restriction against 
designing systems for compliance with broker-dealer and investment 
adviser regulations, and eliminated references in the proposed rule’s 
restrictions to serving as an “investment adviser,” “securities 
professional,” or “analyst” of the audit client’s securities. 
 
 It bears noting that the adopting release cautions that 
broker-dealers provide an array of services that may include “functions 
customarily performed” by a broker-dealer, such as “analyst services,” or 
“the recommendation of securities, the solicitation of customers and the 
execution of orders, any one of which could involve securities transactions 
of clients either as issuer or investor.”  Such services could be considered 
broker-dealer services for purposes of this rule. 
 
 The adopting release notes that the permissible investment 
advisory services specifically identified in Interpretation 101-3 of the 
AICPA Code would continue to be allowed under the SEC’s final rule.  In 
addition, the adopting release indicates that the final rule does not alter 
current guidance as to the provision of corporate finance consulting 
services. 
 
4.9. Legal services.  Under Rule 2-01(c)(4)(ix), independence is impaired if an 
accountant provides any service to an audit client under circumstances in 
which the person providing the service must be admitted to practice before 
the courts of a United States jurisdiction. 
 
 The adopting release notes that the final rule does not encompass 
situations where (i) accounting firms, primarily through foreign affiliates, 
provide legal services outside the U.S., or (ii) lawyers affiliated with 
foreign affiliates of U.S. accounting firms provide legal services in the 
U.S. under circumstances where they are not required to be admitted to a 
bar in the United States, provided that local law does not preclude such 
services and the services relate to matters that are not material to the 
consolidated financial statements, or are routine and ministerial.  The 
adopting release cautions that “[l]egal services provided outside the 
United States raise serious independence concerns under circumstances 
other than those meeting at least those minimum criteria.” 
 
5. Contingent fees.  The final rule scales back the definition of a “contingent fee” 
set forth in the proposal, by excluding “value added” fees.  This is consistent with 
AICPA guidance on contingent fees.  The SEC’s definition of a “contingent fee” 
tracks language contained in Rule 302 of the AICPA Code.  Note that the final 
rule also restricts commissions, as in the AICPA Code, by providing that 
independence is impaired if an accountant provides any service or product to an 
audit client for a commission, or receives a commission from an audit client.  The 
rule does not define “commission.” 
 
  Note also that the adopting release warned that “[t]he Staff will look 
closely to determine whether a fee labeled a “value-added” fee is in fact an 
impermissible contingent fee” (e.g., because of side letters or other evidence that 
ties the fee to the success of services rendered).8 
 
C. Quality controls. 
 
 The final rule provides a safe harbor for inadvertent losses of independence by a covered 
person unaware of the circumstances causing the impairment.  To qualify, the lack of 
independence must be corrected as soon as possible upon discovery and the accounting firm 
must maintain a quality control system that provides “reasonable assurance,” taking into account 
the size and nature of the firm’s practice, that the firm and its personnel do not lack 
independence. 
 
 For accounting firms with more than 500 SEC attest clients annually, the quality control 
system must include at least eight features specified in the rule, that are similar to current SEC 
Practice Section membership requirements.  Firms with fewer SEC attest clients must also 
maintain quality control systems but need not include all eight features to qualify for the safe 
harbor if the circumstances do not warrant it. 
 
 In both cases, the rule provision indicates that the quality control system must encompass 
“at least all employees and associated entities of the accounting firm participating in the 
engagement, including employees and associated entities located outside of the United States.” 
 
D. Proxy Disclosure. 
 
 Aside from the revisions to the auditor independence rule, the SEC also amended its 
proxy statement requirements to require additional disclosures relating to engagements involving 
the company’s auditors.  In particular, SEC registrants are required to make the following 
disclosures in their annual proxy and information statements (and in any other such statements if 
they relate to the election, approval or ratification of the registrant’s auditors): 
 
• Fees billed for services rendered by the principal accountant. Aggregate fees 
billed for professional services rendered by the company’s auditor in the most 
                                                          
8  In contrast, the adopting release suggested that situations where the client had complete discretion as to 
whether or not to pay the accountant additional compensation at the end of an engagement upon 
determining that the accountant provided services that had greater value than the amount due under the 
contract, would constitute a legitimate “value-added” fee that fell outside the scope of the restrictions. 
recent fiscal year in three categories:  audit services (including work related to 
annual and quarterly reviews); information technology consulting services (if 
any); and, all other services (if any);9 and, 
 
• Audit committee consideration.  Disclosure regarding whether the audit 
committee (or the board, if there is no audit committee) has considered the 
compatibility of the provision of these non-audit services by the auditor with the 
auditor’s independence.  Importantly, the SEC did not require the issuer to 
disclose the conclusions of the audit committee. 
 
 In addition, if persons other than the audit firm’s full-time, permanent employees 
performed more than 50 percent of the hours worked on the audit engagement for the most recent 





 The new rules take effect on February 5, 2001.  Public registrants thereafter must comply 
immediately with the new proxy disclosure requirements.  Transition periods beyond the 
effective date ranging from 3 to 18 months are provided for certain services and relationships.  In 
particular, accountants can continue to provide newly restricted appraisal and valuation services 
and internal audit services permitted under pre-existing standards until August 5, 2002.  
Likewise, the existence of the financial relationships described above as “other financial 
interests,” as well as the employment relationship provisions set forth above do not impair 
independence until May 7, 2001, provided such interests and relationships do not impair 
independence under existing independence standards. 
 
 Accounting firms with more than 500 SEC attest clients have until December 31, 2002, to 
implement the eight features of the quality control system set forth in Rule 2-01(d) in offices 
located outside of the U.S.  These rules must be put into effect in the U.S. by the rule’s effective 
date. 
 
F. Grandfather provisions. 
 
 Pre-existing loan and insurance relationships previously described under “other financial 
interests,” as well as employment relationships set forth above in existence on the effective date 
of the rules are grandfathered under the rules (and, therefore, will not impair independence), so 
                                                          
9  In the case of investment companies, the disclosures relating to IT and “all other services” include 
disclosure of fees billed for services rendered to the registrant, the registrant’s investment adviser, and any 
entity controlling, controlled by or under common control with the adviser that provides services to the 
registrant. 
10  The adopting release notes that the SEC added this new disclosure requirement in response to the increase 
in so-called alternative practice structures whereby individual small and mid-size accounting firms sell their 
non-audit practices to an outside party and then lease back assets from the purchaser, including full or part-
time employees of the purchaser, in connection with their audit engagements. 
long as they comply with existing independence standards.  Similarly, contracts for the provision 
of IT services in existence on the effective date of the rules also are grandfathered under the rules 
and, therefore, will not impair independence, provided they satisfy existing independence 
standards. 
 
